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INTRODUCTION

Small bysinesses often fail because owners are unaware
of lhe many elements that can prevent the business from
growing and being successful. Often, small businesses are
organized around the manager's specific area of
eapertise, such as marketing, accounting or production.
This specialized expertise often prevents the business
owner from recognizing problems that may arise in other
parts of the business,

DESIGNING THE AUDIT

This publication will provide the smail business
entreprengur with the essentials for conducting a
comprehensive search for existing or potential problems.
The audit was designed with small businesses in mind
and addresses their unique problems and opponunities.

Az the first step in determining what small business
owner-managers need i know, the authors analyzed 200
Small Business Institute (SBI) student counselors™ case
reports.’ This analysis showed that the small businesses
used consultants 10 hetp them cbtain essential information
far conducting many of their business affairs, such as
basic planning, general business practice, accounting,
finance and ioam procurement, advertising and promotion,
rmarket research. feasibility studies and operations,

Next, 30 Small Business Development Center (SBDC)
client cases were selected at random—3 o 6 cases from
each SBDC—for an in-depth probe. The SBDCs provide,
through paid staff and faculty coordinators, in-depth
counseting to small businesses.” Like the SBI program.
SBDCs generate a client case report that details the
current operations of the business and recommendations
for improvement.

' The SBI program is 4 contractual arrangement between the U.S.
Small Business Administration (SBA) and 330 local calleges and
universities to provide in-depth counseling by semor
undergraduaies and graduate students Lo small businesses. A
taculty director manages the program and coordinates the
students. The students counse| & small business for a semester
and then write a comprehensive report detailing the operations of
the business and iheir recommendations for improving the
business,

The authors have cembined case evidence, logical
precedures, expert advice and systematic thinking to
create a management andit for small businesses, This
instrument is not exhaustive, i.2,, the business
owner/manager still must rely on personal judgment and
past experience. However, it does provide a systematic
framework lx ensuse that critical areas have been
addregsed before action is taken, The audit is 2 tool, not a
replacement for good management skili. Audits and
handbooks cannot do the consoltant's job; however,
effectively designed instruments, such as this audit. can
save vaiuable time for the seasoned as well as the novice
small business manager.

In their review of management literature the authors did
not find an audit instrument that addressed the needs of
small businesses. They studied actual SBI and SBDC case
reports 0 find cul what management praclices wera being
used by small business, and used that information o
create this audie.

2 SBDCs are sponsored by the SEA in parmership with state and
local governments, the sducational community and the private
sector. They pravide assistance, counseling and raining 1o
prospective and existing business owners. There are more than
900 SBDC service locations in 50 states.
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HOW TO USE THIS AUDIT

In order 1o gain maximum effectiveness from this audit,
the smail business manager should answer all questions in
the audit, with an affumative angwer indicaling no
problem and a negative answer indicating the presence of
a problem in a specific area,

After completing the audil, the manager can review the
analysis of each section of the audit that follows
{beginning on page B) to determine what action is mosi
appropriate. The audit analysis provides an overview of
how the varipus ¢lements of the audit are related, The
authors have linked the seven critical business
functions—basic planning, general bookkeeping and
accounting practices, financial planning and lgan
proposals. sales and marketing, advertising and
promotion. personnel and production—under three major
aydits: the management audit, the operations audit and
the financial audit. as outlined in Figure I,

In the healthy and financially sound small business, these
seven functional areas are in balance. In many cases, one
cannot work on all seven areas af once. The manager
must decide which area to concentrate on based on past
pracices and the needs of the business. Regular use of
this andit instrument can help make the small business
manager more ¢fficient.

THE MANAGEMENT AUDIT

Figure 1 - Audit Checklist
for Growing Businesses

THE MANAGEMENT AUDIT

» Basic planning

* Personnel
THE OPERATIONS AUDIT

+ Production
« Sales and marketing

* Advertising and promotion
THE FINANCIAL AUDIT

+ General bookkeeping and accounting
practices
* Financial planning and loan proposals

Yos Ha
[ Basic Planning

A, The company has 3 clearly defined
milsslon,

L. There is a written mission

statement. - -
2. Company i3 carrying out the

Mission, - -
3. Mission statemeny is modified

when necessary, —_ —_—

4. Employees undersiand and
share in the mission,

Yes

The company has a written
salea pian.

Market niche has been
identified.

New product lines are
developed when appropniate. o
Targeted customers are being
reached.

Sales are increasing.

Ne
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Yes Ng Yos Np
C. The company has an annual 4. Employees are using their
budget. . . skills on the job, - _
5. Employees feel adequately
i. Budgetis used as a flexible trained. . .
guide. —
\ _
L LE:;vdiE: 15 used a8 a control B. Each employes nag a job
3. Actual expenditures are description. —_— _
compared against budgeted
cxpenditures. L Emplpyees ¢an accurately
4. Corective Action is taken , describe what they do. - S
when expenses are over = Emplo[:dees do what is
budget. expected. . — —_—
3. Owner prepares budget, 3 Wo-rk tl:;ad Is distributed
6. The budget is realistic. equiably. _ —
4. Employees receive feedback
D. Thecompa a pricin on performance. — —
pollcy. ny has a pricing 5. Employess are rewarded for
E— B— good performance.
1. Products or services are 6. fﬁ;ﬁ:&;ﬁizmmt with
competitively priced. . o S —_—
2. Business provides volume I Ther:a;s arconcise policy
discounts, manual. —_ -
3. Prices are increased when C. Proventive discipling is used
warranted. —_ - when :
4. There is a relationship Sppropriate. — Ea—
z;:‘f;[sr"“zms changes and 1. Employees are informed
- —_— — h ormance is he
3. New prices are placed on :memﬂ is below
last-in goods when the price 2. Unexcused absences are dealt
on old stack gets changed. with immediately
3. Thefi prevention measures are
in place, _ S
1, Personnel !
D. Reguiar empioyse meetings
A. Employees know what Is are conducted,
expected of them,
1. Employees’ ideas ame
1. Each employee has onty one salicited at meetings,
Suprvisor, 2. Anagendais given to
2. Supervisors have authority employees peior 10 the
commensurae with meeting.
responsibility. _
3. Employees volunteer critical
information to their
Supervisor, _ .
11.5. Small Business Administration 3




THE QPERATIONS AUDIT

A,

rJ

t-J

Yas No Yes Mo
I. Production 2. Majority of raw material
requirements are divided
The company has a good equally between two major
retadonship with suppilers. . suppliers with a third source
receiving lesser but consistent
A well-documenizd plan orders. -
addresses how to deal with
suppliers. . . E The company has a routine
Inventory delivery times are maintsnance program. — .
specified, - ’
Levels of quality of materials 1. A routine mainienance
and services are specified. program is documented and
Payment terms are communicated eg a1l
documented., maintenance personnel, - _
Contingency plans are 2. Every major piece of -
provided. - o equipment has a maintenance
Regular contact is made with log positioned in an obvious
suppliers. o place. -
3, Preventive maintenance is a
The company provides for regular occurrence, . R
geod inventory controf, -
F. The comnpany has a formal
Company has an inventory Operator tralning program. - _
control formula to provide fer
optimum inventory levels. . . 1. Company has a written
Company has a policy on operator [raining manual, R -
securing inventory in a timely 1. A progressive lraining process
fashion. . is in place. . R
3. Accomplished operaiors are
Tha company conducts identified to answer questions
Incoming Inventory from trainees. i _
Inspections. . 4. Constructive feedhack on
wraining progress is provided
Company has a written policy in a nonintimidating fashion. -
on incoming inspection. _ -
Incoming inspection is being G. The company mests
performed. — Occupational Safety and
[nco_mmg inspection levels of Heaith Adminisiration (OSHA)
Quality are documented, - _ standards. L
The company has alternate 1. Company is aware of QSHA
sources of raw materials. _ standards pertaining 1o the
_ buginess. —_ S
Two of more suppliers are 2. Company conducts regular
identified for each product meetings with employees
nesdad, . - conceming OSHA standards. _
3. Al safety reconds and lost
time accidents are
documented, .
U.5. Smail Business Administration
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Tha campany has a
well-gocumenind processing
procedure.

A gscheduling process enableg
arders (¢ be grouped for more
efficient processing.

A scheduling chart allowing
instantaneous recognition of
producton status is in an
obwvicus place.
Subassemblies are
marufactured in sufficient
quantities on a timety basis.
Finished stock is safaly
transported to a clean and dry
area

Adequate controls are
provided to preclyde
excessive inventory buildups
that couid result in finished
stock spoilage or
cbsolescence,

The comparny has an
ENVIFONMAntal svareness

policy.

A policy pertaining o the
dispasition of hazardous
wasle materials is fully
documented and
communicared to all pertinent
parties.

Allempts are made to stay
current with all existing
regulations pertaining {o the
envuonment,

Regular meetings are
conducted to detertnine better
methods of dealing with
by-preducts,

The company atlempts to stay
cumrent with technolcgical
advances.

Company representabives
lend wade shows on a
regular basis,

Company subscribes te tade
publications.

Ng

3. A formal embloyer.
Suggestion program is in

—_— —_ place.

4. Company conducts regular
technology advancernent
brainstorming sessions
involving the employees.

5. Company is involved in the
community's extended
tearning programs,

Il. Saiss and Marketing

A The owner knows sxactly what
the business Is.

1. The owner knows exactly
who the customer is.

2. Potential customers know
about the business.

3. Location is appropriate for the
business,

3. The market is clearly defined.

B. The owner knows competitors
and thedr location.

. The owner knows how his or
her prices compare with the
competitions”.

2. The owner knows how the
competition is regarded.

3. Census data are used for
strategic marketing.

4. The owner knows the county
sales patterns,

C. Tha owher and empicyses
facus on customer needs.

The owner and employees

Intat customers courtenusly,

1. The customer’s concems,
cornplaints and suggestions
are listened to carefully.,

3. Customers are provided with
quick, reliable service.

4. The owner is considered
knowiedgeable by customers,

3. Appropriate housekeeping

procedures for the business

are followed.

Yes

No

U.S. Smali businass AJministration




Tha pwner Is aware of
customer neads.

Feedback is requested from
customers,

Sales receipts are monilored.
Sales receipts are compared to
those from previous years.
Seasonal variations are taken
into account.

E. The company needs 10

i
2,
3.

4,

5.

Increass sales volums.

There is a sales plan in effect.
Sales goals are being met.
Effective sales presentations
are being made o potenkial
customers,

Names of prospects are kept
in a follow -up file,

Sales are closed effectively.

Hi, Advertising and Promotion

A The owner has an advertising

L
2.
3

and promation plan,
The business

Has an advertising budget,
Advertises monthly.
Advertises weekly,

4. Has a promotional calendar.

Yes

|

1]

No

The owner usas effective
advertising and promotion,
The ownet

Adventises in the Yellow
Pages.

Uses newspapers and
“shoppers.”

Uses radio and television
advertising,

Obains Ro-cost or low-cost
meca Coverage.

Tha ownar usas sffective
merchandising technigues.
Tha owner

Relates display space to sales
potenmal.

Uses vendor promotional aids,
Knows traffic flow patterns of
customers,

Keeps facilities clean,

The owner avalustes
Hivertising and promotional
efforts.

The owner

Determines if sales increase
with advertising.
Ascertaing if sales increase
after special promotion.
Finds out whether
advertising is reaching
intended market.

¥es

i

i

|

Mo

|
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THE FINANCIAL AUDIT

Yes Yes No
I.  General Bookkeeping and D. ;he co;mqianred malu:s monthly
\ eposits for federa
Accounting Practices withholding and Socist
A, The company has & Securlty taxes. —_— —
bookkeaping system. _ The owner
single entry 1. Understands Form 541, _ .
double entry 2. Makes deposits on time to
avoid penalties: _ L
The ownet 3. Provides W-2 information, _ -
1. Prepares (he books. - E. The company has & credit
a. Understands the how and policy. _
why, _ The company
b. Prepares own financial
statements, _ I. Ages billing system monthly, - L
2. Pays for bookkeeping service. L 2. Accesses late payment fee
1. Understands financial from customers, S -
statements. - 3. Writes off bad debts. - L
b. Has taxes done by 4, Has good callection policies, - -
bockkeeper. L 5. Has a series of increasingly
¢. Has compared cost for pointed letters to collect from
bookkeeper with that of a late customers. -
CPA. —_ 6. Has VISA, MasterCard, ar
other credit card system. -
B. The company reconciles bank 7. Emphasizes cash discounts. -
statements monthiy. _ S
F. Thecompany fes all tax
C. The company keaps income retumns In a imely manner, L
and expense statements The ownar T
accurate and prepares
statements monthly. - . Censiders tax implications of
Tha owner equipment early. o L
2. Considers buy versus leass
1. Understands purpose of possibilities. - .
financial statemenis. e 3. Considers possible
2. Compares several monthly advantages/disadvantages of
statements for mends. _— incorporation/Subchaprer 5, o .
3. Compares statements against 4. Does not pay tax penaltics
industry averages. o (federal, state, sales),
4. Knows current financial stalus - -
of business. -
U.5. Small Business Administration 7




Yes Na

fi. Financial Planning and
Loan Proposals

A.  The company has adoquats

cash flow. _ S

l. Prenumbered cash receipts
are monitored and accounted

for. - —_

2. Checks are deposited propery

each day. _ _—

3. Customer invoicing is done
promptly {within two working

days). —_ —_

4. Collectigns are received

within 6 days. e _

3.  Accounts payable take

advantage of cash discounts,

6. Disbursements an: made by
prenumbered check.

B. The company projects
cash-flow needs.

L. Payrells are met without
problems,

2. Money is set aside for
expansion, emergencies and
opportune purchases,

MANAGEMENT AUDIT ANALYSIS

Yes _No

Short-term financing is used
when needed.

Line of credit is established
with a bank.

€. The company understands the

roia ot fnancial plannéng In

today"s highly competitive
lending markets.

The owner's personal resumg
is prepared and current.
Personal financial stazements
have been prepared. — ——
The business has a written
business plan.

Source and use of funds
statements exist for the past
IwD years, with a projection
for the next two years.

An accurate balance shest
exists for the past two years
and includes a projection for
the next two years.

The owner has a good
working relationship with a
banker.

There is a soong
debt-to-equity ratio {1:2/1:1).

. Basic Planning

A. Company {Business] (Owner) has s clearly defined
migsion.

“What business are we in7” ig a question that crealed a
major problem for many of the cases analyzed by the
authors. Too often owners/managers cannol communicate
their vision 1o customers, employees and/or bankers
because they don’t have a vision. "To make a profit”™ or
“To provide myself employment” is not an operational
answer 0 the question, although these may be true
staternents and may be the reasons the owner(s) went inio

business in the first place. A good mission statement rells
why ihe business exists and defines its market niche. The
mission statement is the foundation, upon which the
business is built, Like a good foundation, it need not be
fancy, but it must be solid,

1. There is a writlen mission statement.

This is an essential elemeat of a good kaan application.
Written mission statements are also useful for
COMMUnNIcating 10 customers, employees and suppliers.
'I'fl;ey are the backbone of strong marketing and promotion
efforts.

g L.5. Small Business Adminisiration




2. Company 15 camying cut the mission.

If 3 company cannot execule ils mission, it is probably
losing money and centainly not maximizing profits. If it is
not accomplishing its mission, the owner-manager must
ask why. Maybe the mission i5 unrealistic. Possibly the
competition is doing a better job of accomplishing that
same mission.

3. Mission statement i modified when fecessary.

Often a realistic change of mission can tum a losing
business into a profitable one. An example of this is a
restaurant that redefined its mission as that of a catering
service, thereby accomplishing the owner's personal goal
of making a good living,

4. Empioyess undarstand and sharg in the mission,

Confused employees, pilferage and poor customer
relations are the result of employeses who do not
understand the mission of the business and how they fit
intc it. A ¢lear migsion shared with employees resoits in
high employee morale and efficient operations,

B. Company has i written sales plan,

A written sabes plan is essential for an effective marketing
effont. It provides specific direction for the business and it
s inextricably linked 10 marketing success. The plan
sheuld detail sales goals by month and describe the
specific efforts to be undertaken to ensure thal those goais
are reached. Pricing policies should be a part of the plan,
algng with a brief description of product distribution
channels. The most compelling reason for sales planning
is that it is essential to sound cash-flow management.

1. Market niche has been deritified

Very few business opportunities are new and original.
Because of this, it is essential for small businesses 0 find
an appropriate, unique market niche 1o be successful. The
niche they fill may have to do with the service provided,
its quantity or quality, the personal attzntion 1o
customers” needs or simply the business location.
Analysis of the SBI cases showed that many of the more
successful businesses had defined their market niche by
their location.

2. New product fines am developed when appropriala.

All products and services eventoally become absolete.
Keeping in touch with your customers’ tastes and
preferences and your changing market characteristics is
essential for survival. Obtaining feedback from current

customers ofien keads W new praduct or service idens.
Well-placed suggestion boxes or markel surveys provade
more systematic means of gathering such informatior,

3. Targeted customers are being reached.

[t is important tp reach the intended customers, Quite
often sales can go ap, but will not bring in extra profits.
Not all customers are equal. Some customers cost more o
service than others because of their distance from the
primary place of business or because of their unique
needs.

4. Sales are incraasing.

If problems exist, they may be due to pricing struciure,
change in market demands, new competition, poor quality
of product or service, poor or inadequate advertising or
planning, problems with persennel or market saturation.

C. Company has an annual budget

The annual budget is the simplest means of directing and
controlling a small business. It is the one planning ool
essential for effective operation. The annual budget links
the business plan to business reality because it not only
projects the business’s direction, but is 2 means of macing
the flow of money into, through and out of the business
and helps the owner determine how to use scarce
resources. By comparing actual resulls with projections,
the owner is able to evaluaie the effectiveness of various
business activities. Not having and not using a budgetis g
common reason for cash flow problems and subsequent
business failures.

1. Budget is used as a exibla puids.

The budget does not represent business reality—it is
merely a map describing where the business is going. A
major mistake that often occurs with the budgeting
Pprocess is thinking that money allocated to a certain
expenditure acrually exists in the bank. Effective business
owners constantly check the budget against operational
reality and make changes in the budget ag nseded.
Flexible budgeting in response 1o actual business
performance is the mark of a shrewd businessperson. Too
ngid adherence 1o the budget ofien ieads to poar profit
performance and even bankruptcy,

2. Budget is used 3s a control davice.

Controlling expenditures is sssential if a profit is to be
realized. The budget is the single most imporiant device
available for monitoring and controlling expenditures.
Any business wiil eat up resources,

U.5. Small Business Administration




3. Actual expenditures are compared against budgeted
expenaiuros,

Monthly and annual expenditure comparisons must be
made for both control and flexibility purposes. It is the
only way critical decisions and corrective actions can be
planned and then taken. If the owner-manager is
constantly putting out fires, monthly comparisons are not
being made nor are timely corrective actions being taken.

4. Comactive action i taken when expensas are over budget.

Most small businesses get into financial trouble because
they do the right thing o late. Taking timely corrective
action is the mark of an effective business
Owner-manager.

& Owner prepares budget.

An excellent budget prepared by an employee or
accountant is virtually useless if the owner is not
committed lo it. Budget preparation educates the owner to
the realities of the business. Looking at a budget prepared
by anather does not educate the viewer. When the owner
has someane else prepare the budget, the conrrol of the
business has been delegated 1o that person.

6 The budget is reafistic.

The budget must be hased on a realistic appraisal of the
business environment Not taking the budgeting process
seriously and dreaming about what one wanls to see is a
sure 5ign of business failure. Realistic budgeting is a
time-consuming and demanding process, but it is the most
effective toel at the owners disposal for accomplishing
financial objectives.

D. Company has a pricing pollcy,

Pricing goods and services is one of rthe most difficult
problems confronting the small businessperson. Much has
been written on break-even analysis as a rational means
of determining prices and pricing policy. Too often the
owner-manager looks at his or her competitors and
charges a fraction more or fraction less than they do. This
haphazard approach to pricing has been the ruin of many
small business operations. A well-written mission
statement, a unique market niche and a delailed budget
will help guide the owner-manager through the pricing
Jungle. An effective pricing policy can be determined
only after the owner has decided specifically what the
business is, how it differs from the competition and what
the cash flow needs are. Pricing should be determined
through history and mission, not by accident.

1. Products or sarvices are campetitively priced.

Wha is the competition? What is competitive? On the
surface these queries look easy, but analysis of the SBI
cases demonstrated that few owner-managers knew who
they were compeling against. For example. a small
hardware store is not competing with the chains, but with
other smail hardware stores that offer the same products
and services. Services are harder to price than goods. It is
difficult for the buying public to determine the fair price
for services, and comparative shopping has much less
effect in service industries than it does in hard goods
industries. A close look at pricing policies can often move
a business from red ink to black. but this is a
time-consuming activity area for the owner-manager.

2. Business provides volume discounts.

Yolume discounts ane essential for large volume
purchasers of goods and services. Clear volume discount
policies save valuable time when dealing with customners
and can even give the small business a competitive
advaniage.

3. Prices ane increased wher warranted

Random price increases can drive away business and
destroy goodwill. However, when the budget projections
warrant, it is essential lo make the increases. Waiting too
long to increase prices can literally destroy a smali
business, This is another reason monitoring the budget is
gssential, '

4, Theraisarelaﬁansmpbemenprmgdmmandsafes
velume,

If there is no direct relationship between pricing changes
and sales volume, the sale of a product or service is
relatively independent of its cost, When this is the case,
either the markel is saturated of the OWher-manager
should put a major effort into advertising and promotion,

5. New prices are placed on last=in poods whan the price on ofd
slock gets changed.

This should be obvious. When this is not being done. it is
usually an indication that good general business practices
are not being followed, Other than planning, poor generad
accounting and bookkeeping practices were found (o be
the major cause of financial problems for the small
business cases studied.
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ii. Personnel
A. Employees know what Is expected of them.

Surprisingly. many employees do not know what is
expected of them. This appears to be e aven when the
employees are family members, In the SBI cases that
dealt with personnel problems, this was also the case.
Poor communicalions can resull in arguments, hurt
feelings and poor performance. Despite all that has been
written on the tmportance of good communications in
business, it is still 4 major problem,

1. E3ch empioyee has only one supenvisor,

[n most of the SBI cases that dealt with personnel issues.
the major problems occurred when employees did not
know who their boss was. The owners also were very
confused about who reported to whom. A simple
organizational chart can quickly solve this problem. It is
important that every employee have only one boss: two
bosses often make contradictory demands that make it
impossible for the employee to do either job effectively.
This creates Ul will and destroys teamwork and
productivity.

2. Supervisors have autharily commensurate with responsibikty.

Tao often a supervisor has responsibility without the
proper authority. This undermines the supervisor and
confuses the employees. When owners do not delegate
the necessary aathority, they destroy their own profits.
Often the ability to delegate authority properly has not
been learned by small business owners, The cause of poor
delegation is often simply the result of poor planning.
Clearly thinking through the mission and purpose of the
business and establishing achievable goals is an important
part of delegating effectively.

3. Employees volunteer critical information fo their supervisor.

When employees volunteer critical infarmation to
Supervisors, it indicates the presence of rust between
employees and management. When critical information is
not volunteered and the owner is blindsided by
unexpected problems, it becomes essential for the owner
and supervisors to work on developing trust. Sharing
information and asking for feedback are two very simple
things the owner can do o improve communication and
proaductivity in the business,

4. Employees arg using their skills on the job.

Employees who have skills that are not being used are 3
wasted respurce that the businessperson cannot afford to

lose. Too often employees are not being used effectively
because the owmer is poor at communicating and
especially poor at listening. Employees who are nat
contributing but have the skills te do so also become a
morale problem and cause other employee problems.

5. Employeas feel adequately trained.

Too many of the employees in the SBI cases did not have
adequate training 10 do their jobs. The causes were
numerous. but one major cause ironically had to do wilh a
toc-rapid growth of the business. Another major probiem
was poor hiring—the owners lacked knowledge about
what was required 1o do the job effectively.

B. Each stployos has a job description,

Most of the companies in the study did not have job
descriptions for employees. A good job description
simplifies hiring, placement and training of employees
and improves communication, It is impossible to have a
good job description if the owner has not done a good job
of planning,

1. Employees can accurately describe what they do.

Being able to communicate what one does at work is
essential o effective job performance. It develops pride,
increases motivation, reinforces high performance and
simplifies decision making.

2. Employees do what is expecied.

When employees are not doing what is expected, it is
generally the owner’s fauit, and ii is a sure sign of poor
communication. Often employery cannot communicate
their expectations because they don't know what is
expected either, This problem can be solved only by
effective planning and communication.

3. Work lbad is distribted equitabiy.

The perception of inequitable work loads destroys morale
and productivity. Good planning, clear job descriptions
and effective communication will go a long way toward
ensuring equitable work loads in a business, '

4. Employees receive feadback on performance.

Without feedback an employee cannot change oreven
know that change is required. Feedback does not cost the
owner anything, and it is the single most powerful lool
availabie for improving poor performance.
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3. Employees are rewarded for good performance.

Rewarding empioyees for good performance—whether
financially or simply verbally—is the best way 1o obtain
guality performance. However, il the owner doesn’| know
what good performance is, there is no way to reward it

6. Employees are familiar with company policies.

Toa often policies are in the owner's head and are not
written down and distribuied 1o employees. This creates
numerous problems for both the owner and employees.
There is only one soletion. Policies must be written and
owners must make cerain that employees understand
them.

7. There is a concise policy manual,

Manuals must be short, simple and understandable,
Massive policy manuais accomplish nothing becausa they
are unusable. Having no policy manual, an the other
hand, is alse a problem. Siacks of papers that aren't easily
found or policies that are not written down put the
employee in an impossible situation. Good policies that
meet 1he needs of the business simplify decision making
and lead to smoother operation,

C. Preventive discipline is used when appropriata.

Too often, the owner wants to be a nice person and avoids
discipline when it is needed. Preventive discipline can
take place only after the owner has commuynicaed
expectations and provided direction and adequate
training. However, when an employee continues to
perform poorly after the owner-manager has done what
can be done, discipline is imperative. Not disciplining an
employee when appropriate causes performance
problems, just as overdisciplining does,

1. Employees dre informed when performance is below
standard.

Poor performance will not improve on its own, The first
step is 1o inform the employes of poor perfarmance. If
this does not imprave the situation, state the performance
problem and what is expected in writing, so that the
employee understands the seriousness of the situation, If
this sull doesn’t work, and the employee is properly
trained, immediate disciplinary action should be taken.

2. Unexcused absences are dealt with immediateiy.

If employees see that unexcused absences are not
punished, preducdvity will decline. The offender’s
performance will likely decline in other areas and the
owner-manager's ability to discipline effectively will
deteriorate.

3. Theft prevention measures are iny place.

Employee theft is often a serious problem. Differsnt kinds
of businesses need different measures in this area, but the
owner should be.aware of possible problems and have
specific policies and procedures to deal with them,
Employee thelt hurts the performance of those who ars
not involved and also imperils profits.

D. Regular empioyes meetings are conducted.

Employee meetings are one of the most effective ways of
communicating with employees and spotting areas where
improvement in the operation can be made. Too many
small business owners do not know how ta conduct good
meetings, so they don't even try. Those businesses that
use employes meetings effectively are often very
profitable and have fewer performance problems. [f the
owner does not know how 10 conduct an effective
employee meeting, training in this area should be
suggested,

1. Employess' ideas ang solicited af meetings.

Comsultanis are often hired io tell owners what their
employees already know. This is a very costly way of
finding out what is needed to improve the business.
Simply asking employees what they think and how they
would like 10 see performance improved will often
generate many good ideas, Howewver, it is essential that
the owner actually use some of these ideas, or employees
will soon leam that the owner doesn’t really want (o
improve the business.

2. An agenda is given lo employees prior 1 tha meeting.

Giving the employees an agenda prior 1o the meeting lats
them know what is expected of them at the mesting and
demonstrates that the owner feels their input is important.
It also cuts down on rumors and anxiety generated when
employees don’t know what is going on.
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OPERATIONS AUDIT ANALYSIS

I Production
A. Inventory
1. The cempany has & good redationship with suppiars.

Y nur suppliers are critical to your husiness survival and
prosperity. 1t is essential that you have a written and
welt-documented plan on how to deal with suppliers. This
document should incorporate delivery schedules. quality
of material and services provided, payment terms and any
other particulars regarding the procurement of raw
malerials and services. 1t should also contain contingency
plans in case there are unforeseen problems. This
document should be provided to all major suppliers, In
additon, make certain that you remain in personal contact
with your suppliers.

2. The company provides for inventory corrol.

The right amount of raw materials ensures the success of
the production operation, Too much iventory at any
given time can be as much & production impediment as
too litile. Tnventory must be maintained at proper levels
and provided in a timely fashion. Production efficiencies
erode quickly when material is not avaitable when
necded. If owner-managers overcompensate by procuring
large amounts of inveniory, the probability of spoilage
and damage to the inventory is quite high, not to mention
the negative impact of having cash tied up unnecessanly,

3. The company canducts incoming invenmory inspecions.

Another important document is an incoming quality
assurance policy. This document should set out the firm’s
standards for the quality of incoming raw materials. A
firm may pay a premium to the vendor for a specified
quality level of incoming materials or may choose 1o
employ a stanstical sampling technique, [t may also
inspect all incoming materials, depending on the nawre of
the product being produced. In any event, the criteria

used te inspect incoming inventocy should be
documented and well publicized to all parties involved,
Poor quality aw malerials not only lead (o the preduction
of inferior products, loss of customers and damage [0 the
firm’s reputation, but oflen also can cause damage to lhe
production equipment and create frustration on the pan of
machine operalors.

4. The company has alfemnale sources of raw materals.

An organizalion of a firm may have a fantastic
relationship with a very competent supplier, but it is

essenlial that alternative sources of supply be identified,
[t is recommended that the majority of a firm's raw
marerial requirernents be equally divided berween 1w
major suppliers, with a third source receiving lesser, byt
consistent, aAMounts,

B. Equipment

1. The company fias a routing maintenance program.,

This is 2 must! What maintenance nezds to be done and
when it needs to be done shaurld be documented and
communicated 10 equipment maintenance people. Every
majer piece of equipment should have a maintenance log
pasitioned in an obvious place whece one can canfirm
that the routine maintenance schedule is being followed.
When a firm is short of cash, frequently ong of the first
items cot is routine maintenance expenditures, However,
the smail savings that result from such cuthacks may later
result in much larger expenditures to adeguately maintain
or rebuild the equiprment.

2. Preventive maimanance is a reguiar occurrence.

Like rontiné maintenance, the firm needs a well-written
and -communicated policy on preventive maintenance.
Unlike routine maintenance activities, which are normally
accomplished during off production hours, at night and
on weekends, with little interruption of production,
preventive maintenance activities require a major amounl
of down time, The written policy should address a routine
30 that only one piece of major equipment is down for
refurbishing at a time, thus minimizing lost production
hours. Failure 1o do preventive maintenance may result in
a critical machine's breaking down just when produciion
requirements are highest.

3. The company has a written operator faiming program.

All production supervisors, as well as new employees,
should have a copy of the operator mining manual. This
manual should include a step-by-step namative of how the
jobr is o be performed. Training techniques that can be
employed range from classroom instruction to
apprenticeship programs in which new employess work
alongside an accomplished operator, The manual should
list leaming rates, production tips and whom o contact
with questions. Constructive feedback on training
progress should be provided in a nonintimidating fashion
to all new employees.
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4. The company meets OSHA slandards.

Business pwner-managers must ohtain Occupational
Safety and Health Administration (OSHA) standards that
pertain (o the business and incerporate them inlo a written
document. Meetings with employees should be conduciad
regularly 1o ensure that all phases of the operation are in
compliance with OSHA standards, Safsty records and
accidents requiring workers' compensation should be
doecumented and maintained.

C. Processing

1. The company has an adequate scheduling process.

Every production organization aeeds a well-thought-out
scheduling process to enable grouped orders 1o proceed
throwgh production, maximizing efficiency and satisfying
customer due daes. A scheduling chart allows instant
recognition of where a particular job is in the production
sequence. This chart also allows the firm 10 provide
customers with information regarding the progress of
their erders. Combining an effeciive scheduling process
along with & current scheduling chart not only facilitates
efficient production, but also atlows for changes 1o meet
production deadlines when complications arise,

2. in-procass irventory is adequately controlied.

Where a productton operation has several stages of
activity, the movement and storage of in-process
inventary becomes an item of major concern.
Subassemblies that are produced in one manufaciuring
area must be available in sufficient quantities and ina
umely fashion for the nexi stage of manufacturing, Quite
often subassemblies are very fragile and subject 1o
damage or contamination by foreign materials, thus it is
important 1o ensure that their production and temporary
storage is properly managed,

3. Finished stock is saky stored.

[t is important that finished stock be safely transported
and stored in a clean and dry area. A fiumn may provide
warehousing at its own location, or it may choose 1o store
its finished product in a commercial warehouse. A firm
may also choose to have stock warehoused by its
customer. In any case, adequate care should be taken to
protect the product from damage or thefu, In the latter two
cases, it is imperative Lhat a wrilten contract specify who
i3 responsible for insuring the product. In addition to
s1orage, it is critical that adequate controis be exercised 1o
preclude excessive inventory buildups that could result in
s1ock spoilage or obsolescence.

4. The company has an envirenmental awareness policy.

With increasing emphasis being placed on environmental
concems, small businesses must now be awarz of their
responsibility for the environment. This is especially true
in the dispasal of hazardous waste materials. Appropriate
information should be obtained through national and state
environmental protection agencies and incorporated into a
written policy for the business. In the case of
environmental pollution the business will be held liable
whether or not they undersiand their responsibilities. This
is truly a case where ignorance of the law is no eacuse.
Sometimes, as energy is expended in deciding what to do
wilh byproducts, new markets for such materials may be
dentified.

B. Technology

1. Company representatives attend trade shows.

A key element 10 the survivat and prosperity of any small
business is its ability to use state-of -the-art technology:
therefore, it is imperative that you stav abreast of
advances in the technology related 1o your business.
Anending trade shows on a regular basis is one methed of
staying current, even though this may be somewhat costly,

2. The company subscribes &0 rade pubications.

Trade puoblications are anocther source of information on
technological advances. Many small businasses find this
an inexpensive way (o obtain information, Although the
smatl business owner may have very little ime for
ouiside reading, taking the time to be informed about such
matters is critical. Often this can be done during
nonbusiness hours,

3. A formal employee suggestion program i in place, and
reguiar brainstorming sessions invotving the empioyees are
conducted.

Tn addition o productivity enhancements that can be
obtained from extemal sources, another vital source of
productiviry enhancement ideas is the employees who are
actually engaged in the production activities, It is
essential that the owner-manager establish a
well-communicated employee suggestion program with
immediate rewards, In addition. many frmitful ideas can
be obtained from regular braingtorming sessions
involving the employees.

4. The company is invoived ift the community's extended leaming
programs,

An ofien overlooked source of new production ideas and
technological advances are the various extended leaming
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programs in yowr community. The small business
entrepreneur should became involved in such programs
offered by community colleges, universities and techaical
training schools. These activities can range from taking
¢lasses fo teaching classes. Not only does such
involvement build good rapport with the community, it
also is & valuable source of new ideas and technical
innavations.

il. Sales and Marketing

A. The owner knows axactly what the business is.

Surprisingly, many owners don’t know what business
they are in. As stated earlier in the basic planning section.
very few businesses are original, which is why it is
essential o find an appropriate market niche. Small
businesses must meet some unique need if they are going
to be successful. Knowing what business you are in
simplifies decision making; helps focus sales and
marketing efforts; and commanicaltes o customers,
suppliers and loan officers that the business is a viable
one,

1. The owner knows exactly who the customer is.

Who makes Ihe buying decision? Often the “true™
customer is not apparent. Valuable time is wasted talking
to non-decision makers, Knowing who the customer is
als0 helps with such facets of the business as product or
service mix, advertising approaches and customer
satisfaction,

2. Potential customers know about the business.

Continually identifying potential custormners and educating
them about the business is the hallmark of a prosperous
cperation. A quick survey of potential customers is
adequate for determining if the business is known. If
prospective consumers are not aware of the business, the
owner should evaluate present promotional efforts and
develop supplemental forms of advertising.

3. Location is appropriate for the business.

One of the major reasons for poor business performance
in the SBI cases was poor business location and
inadequate facilities. A given location may not be suited
tor ali Kinds of businesses. When the location is not
appropriate. it may be necessary either 1o find a new one,
to redefine the business or even to go into a new business
enlirely,

4. The market is cleany defined

Having a clear understanding of the trade area and
clientele can save both time and money. Ill-defined
markets distort reality and lead 10 poor decision making
in operations as well as sales.

B. The owner knows his or her competitors and thair
location.

That a business owner should kaow about the competilion
seems obvious, but small businesses often find it difficult
to get 1his information. A quick check of the Yellow
Pages will provide the location of the competition, and
often a great deal can be leamned about them through
suppliers and sales representatives,

1. Tha ownler knows how his Or her prices comparg with the
compettions’

Being price competitive is essential in most businesses:
however, comparative pricing is not always a simple

matter. To know if prices are truly compelitive requires
an awareness of quality, service and customer relations.

2. The cwner knows how the competition is ragarded.

A business’s suppliers and customers can provide
valuable information about that business's competition. 1f
asked, these people are surprisingly eager 10 discuss the
competition. The local Chamber of Commerce and Better
Business Bureau can also provide valuable information.

3. Census data are used for strategic marketing.

This is the most overlooked source of marketing
information, Demographic data can provide nearly
unlimited information about general trends. Using these
dara for strategic marketing decisions can often provide
compelitive positioning. Being in the right place at the
tight time with the right product increases sales, reduces
costs of sales and develops goodwill that adds to future
sales.

4. The owner knows county salss pattems,

This information is probably mest essential when
deciding where 0 locate a business,

C. Cwner and employses treat customars courtaously.

Good customer relations are a highly subjective matter,
but common courlesy seams to be essential to business
success. Simple things like thanking the customer for
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doing business, being responsive to customer requests and
providing requested inforration in a timely manner are
some of the basics.

1. Customers' concems, camplaints and suggestions are
listered to carafully.

In this fast-paced society, people don't take [ime to listen
1o each other. The business owner who listens to
customers often finds repeat business and eacellens
suggestions on improving customer relations by betier
meeting the customers’ needs,

2. Customers are provided with guick, raiiable service.

Americans like quick, reliable service. For most of the
public you are likely to serve, quatity and service are
often more important than price and can be your best
form of advertising, Also, it is virtually impossible 10 beat
the large conglomerates on a pure price basis; therafore,
the small business has to provide a value added to its
goods and services or it simply won't get customers.

3. The owner is considerad knowiedgeabia by customers.

Very often the reason people visit a small busingss is
because they are buying knowledge as well as a product
or service, This is just another ezason why it is crucial 10
know what the customer wants.

4. Appropriate housekeeping procadures for the business are
Toifowed.

Every type of business has standards of cleanliness. The
small business must at least mees industrial standards.
Often the small business that prides itseff on cleanliness
finds a unique markel niche because it gets a reputation
for cleaniiness. This is especially true in the food and
hospitality industries, but it can be just as important in
garden and hardware stores,

D. The owner is awans of CuUSIOMSr neads.

Too often, business owmers are not in louch with
cusiomer necds. When sales are growing, it is generally a
goad sign that the bosiness is meeting its customers'
needs. Decreasing sales are a concrete sign that customer
demands are not being met. The customer is always right;
if one business does not provide what the customer secks,
he or she will go 1o a business that is more satisfying or
accommodating,

1. Feedback is requested from cusiomers.

The anly way w find out what customers need is to ask.
‘There are many ways 10 ask; for example, marketing

specialists can be retained, However, the simple quesiion,
“How can I help you?” will genetally get the needed
information, The courteous question sincerely asked is
still the most effective way Lo find out what the customer
needs and wants.

2. Sales receipts are monitored.

An effective, unobtrusive way of identifying customer
needs and preferences is to monitor sales receipls. It is
relatively easy io discover customer preference by
keeping a record of types of sales, brand names bought or
requested, ete. Some businesses also keep a record of
cusiomer requests for unstocked items as a means of
identifying new product fines.

3. Salss receipts are compared &0 those from previcus years.

Annual comparisons of sales receipts ofien can be used o
anticipate emerging trends. Changes in volume, quantity,
quality and seasonal shifts in sales can be anticipated.
thus allowing for modifications in inventory levels,
advertising and promotional planning. Comparing sales
receipts can provide valuable planning information,
which ¢am increase savings and profits. The business's
records are full of information that, if used, can make a
differsnce in profitability.

4. Seasondl vanations are taken into account,

Knowing tamover rates of inventory, stocking for
seasonal variations and monitoring seasonal sales are
integral (o effective cash-flow management as well as for
profit maximization,

E The company needs to increase sales volumg.

An increase in sales volume was required in all the $BI
cases analyzed. Nothing happens until the sale is made,
Sales volume is directly relatzd to sales planning and
execution. In some cases, the owner simply did not know
how 1o sell. but this did not appear to be the major
problem. Poor of inadequate planning seemed Lo be the
major culprit.

1. There 15 a sales plan in effact.

Sales don’t just happen-—~they are planned. A good sales
plan takes into account the fact that sales cost money.,
Advertising, promotion and personal selling all consume
scarce resources. Personal selling is generally the most
expensive, but for the businesses represented in the SBI
study, effective personal selling was found to be an
imperative.
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2. Sales poais are baing met.

Sales performance is basic. If sales goals are not being
met, semething is wrong. Either the goals are not realistic
or faulty decisions are being made about what or 10 whom
to sell, The annual budgel is built on sales forecasts: if
sales are being overprojected, spending must be reduced
proportionately or the basiness will soon be in the red.

3. Effective sales presentalions are being mada io polental
Customers.

Many smail businesspersons don’t know how to make an
effective sales presentation, Tf this is the case, sales
training should be undertaken immediately. There are
many workshops. seminars, tapes and books on how ta
conduct a sales presentation. The authors have found that
customers will provide valuable feedback on setling
1echnigues when asked. Practicing a sales presentation
before a mirror or having a presentation videotaped can
provide pawetful instruction. Joining a group such as
Toastmasiers. serving on United Way campaigns or
volunteering for community service commiltees also can
teach the business owner how o make effective sales
presentations.

4. Namas of praspects am kept in a fofow-up fie.

Keeping a “‘tickler” or follow-up file on prospects is an
ingdispensable selling tool. A simple file box with a
calendar filing system and a stack of index cards is all
that is needed for this. The enlire systemn costs less than
$6.

3. Sales are closed affectively.

Closing the sale is often the most difficult aspect of
personal selling. It is a manter of timing and being attaned
10 the customer's body language. Overselling puts the
costomner off, even if the decision has already been made
to buy. Trying to push for the sale oo early s off the
cautious customer, Good selling is a matter of practice.
Getting feedback from a professional salesperson is the
most effective way of leamning how 1o close effectively.

{ll. Adverfising and Promotion

A Tha owner has an advertising and promotion plan.

A major weakness in many of the SBI cases was lack of
advertising and promotion planning. The owner-managers
spent money randomly on advertising to promate
particular items. A clear promotional objective with a
well-developed plan of action helps to cultivate
awareness of the business and creates a positive image.

Random advertising may increase short-term sales, but il
is not effective in develeping market recognition for the
business.

1. The busingss has an advertising budget.

Budgeting money for advertising encourages a consistent
promotional effort and prevents cash flow prablems
caused by sporadic and unexpected advertising
endeavors. Certain dependable advertising channe!s (o be
included in the budgeting process are the Yellow Pages,
direct mail and Ayers, newspaper and radio ads and
business cards. The owner may have 10 budget perscnal
time for the advertising process as well,

2. The business advertises on a weekly or manthly basis.

Potential customers need to seg adverising regularly if it
is to have a long-lemm impact. At a minimum, advertising
should be scheduled on a monthly basis. Weekly
advertising is even more effective. especially in
businesses such as remil, vanely and grocery stores.
Whatever advertising approach is taken, continuous and
consistent advertising communicates an image that the
business has staying power and is reputable.

3. The business has a prometional calendar.

A well-developed annual promotional calendar helps
maltiply the impact of dollars spent on promotion and
advemising. By comparing past promotional calendars
with their corresponding source of funds statements, the
effectiveness of past advertising campaigns can be
ascertained. This sumple procedure is a very effective
means of increasing the impact of advertising on costs
and porential profits.

B. The owner usey stfactive advartising and promotion,

The benter the customers” needs ane understoed, the more
convincingly a business can target ils advertising toward
those needs. Ineffective advertising is generally the result
of not knowing the customers’ habits and desires.
Effective advertising, on the other hand, generally is not
the result of blind luck. but the result of knowledge and
understanding,

1. The owner advertisas it the Yadow Pages.

An ad in the Yellow Pages lets customers know that the
business is permianent. Many people, especially those
new 10 an area, use the Yellow Pages for first-time
buying. An ad in the Yellow Pages increases the odds of
getting new business. In addition, it has the advantage of
targeting the advertising at peaple who have made 3
decigion 1o bay.

U.S. Smalf Business Administration 7




2. The pwner usés newspapers and “shoppers,”

Many small businesses have found community
“shoppers” and weekly newspapers (o be cost-effzctive
ways to advertise. This is especially true when those who
read them also frequent the area near the business.

3. The owner uses radio and television adverising.

Radio and television are fairly expensive advertising
media, but for some businesses, they are lucrasive. The
profitability of this form of advertising should be
carefully analyzed before spending large sums of money.

4. The owner oblains no-cost or low-cos! media coverage.

Every community has no- of low-cost advertising
opportunities. Placing business cards on bulletin boards.
speaking before various community groups. using special
events te get publicity, or donating services to a
newsworthy cause are all effective ways of advertising.
Law firms have used politics for years as a low-cast way
to become known 1o the general public. Pei stores have
donated time or supplies 10 the Humane Society. Office
supply stares provide supplies and surplus equipment to
schools, churches and ather goodwill organizations, Some
creative thinking often can produce a higher payoff than
traditional advertising approaches.

C. The owner uses effoctive merchandising techlques,

Attractive displays of merchandise are critical in retail
operations. Simple but effective merchandising
techniques might include displaying items near the cash
register, pulting high tumover items at the back of the
store 10 draw customers through the store and placing
quality items at eye level, Franchise operations often do
an excellent job of using merchandising techniques.
[nitigting well-known franchise business methods can be
an excellent way to leam new merchandising fechniques.

1. The owner relates display space fo sales potential

Keeping shelves stocked with a balanced inveniory
ensures that customers can find what they want when they
want it. Having top-quality items at eye level and
lower-quality items below is a technigue chain stores nse
[0 encourage customers (o buy more expensive items.
Older inventory should be displayed prominently and its
tumaver monitored daily. This can also help the owner
discover the “hot™ selling spot, which can be
advantageous in planning future displays.

2 The owner uses vendor promotional aids.

Vendors put a great deal of time and money inlo their
display packages. Using the vendor's displays and using
vendor-prepared promotional ads with those displays can
be an effective way of leveraging advertising and
promotional dollars.

J. The owner understands traffic fow patiems of customers,

How cusiomers move past displays and through the store
can be used 10 increase sales. For example, most people
tum 1o the right upon entering a building—seeing how the
tile or rug wears is one way of determining customer flow
patierns. )

4. The owner keeps lacilitias clean.

Making certain that the store and its merchandise are
¢lean communicates to customers that the owner cares
about them. It is an effective nonverbal way of ieling
customers that their business is appreciated.

D. The owner evaluates advertising and promotional efforts.

[f it works, don’t fix it and if it doesn’t, change it.
Because advertising uses valuable resources, the small
businessperson must closely monitor the effectiveness of
advertising and promotional efforts. The only way to test
advertising ideas is to try them, However, what warks one
time won't necessarily work again. In addition, what
works for one stors may not work for another.
Advertising and prometion are more art forms than
sciences, Toe often, small businesses either advertise
ineffectively or too litle. Analyzing the resuits of sales
efforts and promotional campaigns and hew leads are
generated facilitates the use of advertising dollars in 2
more effective manner.

1. The owner deltarrhines i sales increase with advertising.

If sales don’t increase with advertising, it may be 3 sign
that the business owner doesn’t know or understand who
the customer is and why he or she buys,

2. The owner ascertains if sales increase after specia)
promotons.

If a special promotion doesn’t increase sales, then the
business may be in a poor location or there may not be
enough potential customers in the business area. If
special promotions don’t increase business. the owner
mus{ take a hard look at the business. Perhaps there
Just isn’t a market for goods or services offered by the
firm.
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3. The owner endeavors to discover if adverising is reaching
infended markels.

Many small businesses become contented when
advertising increases sales. However, additional sales that
do not increase profits need reevaluating. Reaching a

FINANCIAL AUDIT ANALYSIS

market other than the intended one is probably a stroke
of luck rather than an act of planning, it's great the one
time it happens, but it cannot be relied upon. One-t1ime
(vanety methods) advertising has its advantages, but it is
the type af advertising that most small businesses cannot
afford.

. General Bookkeeping and Accounting Practices

A. The company has a single- or doubla-eniry bookkesping
system.

Record keeping is vital to the survival and success of any
business. According 1o analysis of the SBI cases,
problems with record keeping constituted the
second-largest problem area. Whether the business used a
single- or double-entry system did nod appear to be as
important as how the system was executed. Timely and
accurate record keeping is essential.

1. The owner preparas the books.

The small business owner who understands bookkeeping,
records the transactions and prepares the financial
statements has an intimate knowledge of the business.
Knowledge of these accounting and financial aspects
mikes the owner credible with lending institutions. It also
keeps the owner out of financial trouble and helps him or
her stay focused on ways to make a profit.

2. The owner pays for bookkeeping service.

The owner who does not understand the essentials of
bookkeeping needs to hire a trusted professional. Even
then, the owner needs te understand financial statements.
Fatlure to understand essential financial statements is an
tndication that the owner has swmendered managerial
responsibility. It is generally wise to have the
professional bookkeeping service prepare iaxes when the
service is already keeping the books. The owner who
does not do the record keeping is rarely in close enough
touch with the records to adequately prepare tax forms.
The business owner who delegates so much financial
responsibility (o others should think seriously about using
aCPA,

B. The owner reconciles bank statements monthty,

A quick way to gel into financial trouble is not to
reconcile bank statements monthly, With a single-eniry
bookkeeping sysiem, this is the only way 10 maintain

accuracy. Even when a double-entry systern is used,
reconciling statements monthly is the only sure way to
calch mistakes. Too many small business owners put this
off because of ather, move pressing, concerns. This
desroys the validity of their own financial staterments,
caysing them to make important decisions based on
erroncous data,

C. The owner keops income and sxpense staterments
accurate and prepares statements monthiy.

The ability to rack the flow of funds into and out of the
business is necessary for cantinued viability, Cash flow
problems have closed many small businesses. The
monthly preparation of accuraie income and expense
starements is the best single way to avert critical cash
shortages.

1. The owner undarstands purpose of finaricial statements.

An owner who understands that financial stalements are
essential for directing and controlling a business will
more likely take them seriously. Well-prepared business
statements put the owner in control of the business,
facilitate relationships with lending institulions and
simplify tax preparation, often saving the owner tax
dollars.

2. The owner compares several monthly statements for trends.

Coemparing monthly and annual statements for rends
provides financial data for planning purposes. Trend
analysis is esseatial for efficient invenlory control, capital
budgeting, vacation scheduling, timely adventising,
promotional campaigns and profit maximization,

3. The owner comparss stalemants against industal averages.

Knowing how a business compares financially 1o others
helps the owner who is seeking loans or expansion

oppertunides. Such knowledge also provides the owner
with hoth a psychological and planning advantage, adds
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10 the gwner's awareness of how well the industry is
doing a5 a whole and provides an early wamming sysiem
for market fluctuations and rends.

4, The owner knows curent financial stalus of busingss,

Mot knowing how the business is doing financially is a
major reason for small business failures, Managing the
business with relatively simple financial tools and staying
constanily in touch with the business’s financial status is
critical if an adequate profit is to be made. Although good
record keeping ts time consuming and takes away from
doing the actual work of the business, it is essential
nevertheless if the business is 1o be a success.

B, The company makes monthly deposits for federal
withholding and Soclal Security taxes.

Government regulation makes this mandatory; there are
penalties foz not reporting accurately and in a limely
fashion, Another important reason for timely deposits is
employee morale. Not filing ihe proper forms can creale
problems for employees. resulting in disgrontied
employees, This in tum can harmn customer satisfaction
and loyalty, eventually destroying profits and sometimes
threatening the husiness’s survival,

1. The owner understands Form 941,

Form 941 is used to report quarterly the income $ax and
Social Security that the business withholds from the
employea’s wages, and the martching Social Secunty
contribution paid by the employer. Not doing this as
required by law is coslly in terms of penalties and interest
assessed by the government.

2. The owner makes deposits or time fo 2voxt penatbes.

Penalties are costly and take away from profits. In severat
of the SBI cases, late deposits had become so chronic, and
the penalties so high, that the businesses were financially
threatened. Chronic penatties for lale deposits are a sure
sign of poor business practices and can be 2 waming sign
to lending institutions that the business is heading for
financial trouble, making it highly unlikely the owner will
be able to get a loan when needed.

3. The owner provides W-2 information.

Not providing correct W-2 information is a sure way lo
get into trouble with the Intemal Revenuoe Service.
Providing the correct infermation takes little time and
prevents costly delays ater, Not paying atiention to such
govermment details is often an indication that other

business details are alse being ignored, Such sloppy
mgnagement practices warn bankers and ather lenders
that the owner is 4 poor credit risk.

E. The company has a credit policy.

Providing credit to customers can oftan increase sales
volume, But if the business does not have a writlen credit
policy or does not follow it exactly, the businass may luse
more money on bad debls than the additional sales
brought in. Written credit policies often speed debs
coilections, especially when discounts can be made for
early payments. Several of the SBl.cases showed a
marked improvement in cash flow after credit policies
were implemented,

1. The company ages the biling sysiem monifiy,

Monthly aging of the bills due keeps the owner in touch
with who the best customers are, Last year's excellent
customer ¢an be 1oday's problem customer.

2. The company assesses a late payment fee from customers,

Late payments ¢an jeopardize the business-customer
reiationship, becawse the cusiomer is not aware of how
poor payment habits affect the business, Praviding
discounts for early payments is an effective way 1o
EnCourage custometrs (o pay cn time. This will improve
cash flow and even build customer loyalty.

3. The company writes off bad debts.

Not writing off bad debes gives a false sense of net worth
and can threaien the financial performance of the
business. This alsa lets the owner know which customers
are poor credit risks.

4. The company has good collection policies.,

Many small business owners detest debt collections, A
good collecton policy simplifies collections and is an
effective deterrent 1o late payments and bad debts. Timely
and effective debt collection is essential for positive cash
flew and increases profits because it diminishes the need
for short-term operating loans,

5. The company has & senes of increasingly painied lefters fo
collect from kate customers.

The customer who is truty a collection problem will not
be influenced by discounts or good collection policies
alone. These customers probably have cash flow
problems o other financial problems of their gwn, Lalg
notices and overdue statements with increasingly
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demanding ianguage will be required. Often letters from a
lawyer can he helptul. As a last resort, it may be wise to
turmn them over to a collection agency.

§. The company has VISA, MasterCard or other credit card
systems.

Credit card systems provide timely cash tumaround and
put the financing burden directly on the customer, The
worry and headaches alleviated by using a credit card
system more than justify the small fee credit card
companies charge. Such a systemn also simplifies
bookkeeping and billing and lowers operating costs in
these areas.

7. The company emphasizes cash discounts.

Cash discounts encourage customers 1o pay now rather
than use credit. Informing customers that paying by cash
saves them money improves cash flow and decreases
collection costs.

F. The company files all ax returns in a Umely manned.

Not filing tax retums in a timely manner is a sign of poor
organization. Procrastination has been the downfall of
many small business owners. No one enjoys filing tax
returns, bul putting off the inevitable until later doesn't
make it any easier. Gelting the tax forms in on time is
alsa a good general business practice, because it may be
the only time during the year when an accurate picture of
business performance can be obtained,

1. The owner considers 1ax implications of equipment,

Waiting until the last minute 1o consider the tax
implications for the purchase of equipment and other
capital outlays can be costly, Thinking ahead and
discussing tax implications of varions alternatives with an
accountant early in the year can save in taxes, Tax
considerations are essential for all businesses, but for the
small business, such considerations can make the
difference between a profit and a loss,

2. The awner consicars buy versus lease passibilities.

Deciding whether to buy or lease equipment is an
important business consideration, Leasing rather than
borrowing money to buy can help cash flow, save taxes
and increase total operating capital. One reason to
consider leasing equipment is that it may save downtime
when equipment needs repairs.

J. Tha owner considers possible advantages and disadvantages
of incorporation/Subchapter 5.

Each kind of business structure has its own advaniages.
Most of the businesses in the SBI cases studied were
either sole proprietorships or Subchapter S corporations.
In essence. the S-corporation is not affecied by corporate
income tax, because it is treated as a partngrship, Other
than this, the S-corporaticn and the standard corporation
share most of the same advantages and disadvantages,

4. The owner does not pay tax penafiies (federal, state, iocal).

It should be obviovs that any business paying tax
penalties is losing profits. Worse than this, now paying
1axes on lime creates many time-consuming headaches. It
aiso sends a message to lenders that the business is a poor
risk.

. Financial Planning and Loan Proposals
A. The company has adequata ¢cash flow.

Inflation and fluctuating interest rates have made it
mandatory for small businesses to closely manage their
cash flow. Given the added problem that many smail
businesses owe money, it is little wonder that an adequate
cash flow 15 essential to the firm's health and financial
stability. Businesses that are otherwise healthy can
become insolvent simply because of poor cash flow.

1. Pranumbered cash receipts are monitored and accouniad for.

The use of prenumbered receipts is the simplest way to
keep track of customers and sales. It is alse the source
document for building the accounting system, Another
reason for using prenumbered receipis is that they can
reduce inventory shrinkage and reduce the time spent on
physical inventory audits.

2. Chacks are depasited properly each day.

A basic principle of cash management is to keep it
moving. The faster cash moves from the customer 1o the
bank and irto appropriate shoft-izm investmenis, the
better, Anaher benefit of daily check depasits is that they
decrease the possibility of less, which creaies numerous
ather problems,

3. Customer invoicing is done promptly (within two working
gays).

Waiting to bill customers is a poor practice. It
communicates (o customers that it is okay to be late with
their payments. Incorrect invoicing also creates delays
and takes valuable time o correct,
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4. Collections arg receved within 60 days.

When it takes longer than 60 days 1o collect payments,
the business needs 1o examine its credit and collection
policies, Long collection periods increase operating
expenditures through additional billing costs. lost interest
and the need to borrow 10 meet current operations.

5. Accounts payable iake advaniage of cash discounts.

Taking advantage of cash discounts that suppliers offer
saves money and is an important step for the business in
its attlempts 1o eslablish itself as a primary customer.
Being considered such a customer can facilitate delivery,
improve services and can be an exceilent source of new
business leads.

6. Disbursements are made by pronumbered check.

Prenumbered checks are primary source documents for
accurately determining expenses, Not using them
increases the ime spent on bookkeeping, makes it
difficult to monitor expenses accurately, increases the
probability of double payments and communicates (o
suppliers that the business iz a marginal operation.

B. Tha company projects cash flow noeds.

Most smail businesses use a cash basis rather than an
accrual basis of accounting. Though a cash basis is easier
and takes less rime to maintain, it often gets the business
into trouble, because the business has incurred expenses
tor which there is no proper accounting. By keeping track
of accaunts receivable and accounts payable, ii is
relatively easy to project cash flow needs.

1. Payrols are mef without problems.

When a business has a problem meeting its payroll,
drastic action is generally needed 10 save it from financial
ruin, Generally, the owner-manager has not been
walching the books closely enough. When this happens, it
i a sure sign that general business practices are poor. On
the other hand, an ability to meet the payroll is usually a
sign that the business is at least in a fair state.

2. Mongy is set aside for axpansion, smenéncies and
opportung purchases,

Few small businesses have the advantage of heing *‘cash
rich.” Many fail simply because they do not have money
set aside for emergencies——they operals too close to the
margin. Having an emergency fund should be considered
a necessity rather than a luxury, Having an expansion
fund, or a special fund set aside to take advantage of

opportunities, not only reduces stress for the owner, but
can often provide an operational advantage for the
businass.

J. Short-lsmn financing is used when needed.

A small business showld bemrow money only when
needed or when analysis proves it will be profitable 1o do
s0. Shor-term financing is essential to a seasonal
business. But poor analysis tums short-term loans into
long-term debt, putang the business in a precarious
financial position. Incorrect use of short-term financing
was a major problem for a number of the SBI cases
studied.

4. A ting of crodft is established with 2 bank,

Having a predetermined line of credit means the business
is 2 good credit risk. It is a sign that the business is well
managed. A preestablished credit line provides
operational flexibility and. when used properly, can
provide a source of funds 1o meet emergencies or to take
advantage of investment opportunities. Another
advantage of developing a lina of credit is that i
establishes a relationship between the business and the
bank, facilitating later acquisition of long-term financing
for expansion, etc.

C. The company understands the role of financlal planning
In today's highly competitive lending markets.

In order to obtain credit in today's tight money markets.
financial planning is essential. Lenders want 1o know as
much about the person to whom they are lending as they
do about the business. This means that a well-prepared
business plan as weil as a detailed personal statement will
be required.

I. The owners personal resume is prapared and currant,

A weil-written and professionally prepared resume is an
indispensable document for obtaining small business
loans in inday’s market. Otaining a small business igan
takes personal salesmanship, and the owner must
demonstrate compelence fo run the business. A
well-prepared resume informs the loan officials that the
owner is qualified (0 manage the business and repay the
loan on schedule,

2. Parsonal financial statements have been prepared.

Even when the business is incorporated, mast lending
institutions assume they are kending money (o the owner
personally, Having a well-prepared personat financial
statement can increase the probability of obtaining a loan.
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3. Therg is @ written business plan.

A wrilign business plan is a road map that tells a loan
officer what the business is. where it is going and how it
15 going ta get there. Without a well-developed business
plan, it is unlikely thal a loan will be abtatned.

4 Thera is a source and use of funds statement for the past two
years, wilft g projection for tha nex! twe years.

The source and use of funds statement, more than any
other document, lets the loan officer know if the business
is viable, 11 is also essendat for the management of cash
flow and is an essential operating document, even when a
loam is not being requested.

5. There is an accurate balance shee! for the past two years,
wilht & projection for the next wo vears.

Historically, the balance sheet has been the primary
financial document used by loan officers and others in the

CONCLUSION

financial cornmunity to determine the financial health of 4
business. It is still necessary 10 include balance sheets in
the loan propesal package, though. by themselves, they
are no lenger sufficient documentation for obiaining loans.

b. The owngr has a geod working relationship with the banker

The small bosinessperson must have a good professional
relationship with the hanker ang must keep the banker
informed about the business on a quanerly basis. A
well-informed banker can provide valuable financial
infotmation and will be more likely to lend money when
1t 15 requested. -

7. There is a sirong debi-lo-equity ratic [1:2/1:1).

It should be cbvious that a banker only wants to lend
money 10 a successiul business. The banker also wanis 1o
know that the owner has at least as much at stake as the
bank, and preferably rwice as much.

The authors have attempted to present a methodology for
enhancing the success rate of growing small businesses.
This methodology helps the small business manager to
critically assess the strengths and weaknesses of all facets
of the business. By using the management aydit

instrument and the audit analysis on a regular basis, the
small business manager will be better able to see pitfalls
in sufficient ime to react appropriately, thus ensuring a
greater possibility of business survival and prospenty.
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APPENDIX A: AGENCIES SURVEYED TO DEVELOP THE MANAGEMENT BUDGET

The Association of Small Business Development Centers

1313 Famam, Suite 132
Omaha, NE 68182-0472

Assoctation of Government Markeling Assistance

Specialists
c/o Bid Resource Center
4675A Washington Boolevard
Beaumont, TX 77707

Natonal Association of Management and Technical

Assistance Centers
733 15th Straet, NW
Suite 917
Washington, DC 20005

Flonda Department of Commerce
107 West Gaines Street

Coliins Building

Tailahassee, FL. 32399-2000

SCORE (Service Corps of Retired Executives)
U.S. Small Business Administration

409 3rd Street, 3W

Washinglon, DC 20416

State Coordinator's Office

Small Business Development Centers
The University of West Florida
Buiding 38

L1000 University Parkway
Pensacola, FL. 32514

Small Business Development Center
The University of West Florida
Building §

College of Busingss

Pensacela, FL 32514

Small Business Development Center
The University of South Florida
Room 3331

Tampa, FL 33620

Small Buginess Development Center

School of Public Administration

College of Business and Public Administration
Florida Adantic University

Boca Raton, FL 33431

Small Business Development Center
University of Central Florida

Fost Office Box 25000

Building Ceba 11

Orlando, FL 32816
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APPENDIX B: INFORMATION RESOURCES

(1.S. Small Business Adminisiration (SBA)

The SBA offers an extensive selection of information on
nost business management topics, from how to start 3
husiness 1o exporting your products,

This infornation is listed in The Smaif Business
Directory. For a free copy contact your nearest SBA
Oifice.

SBA has offices throughout the country. Censult the U.S.
Govemnment section in your telephone dirsctory for the
office nearest you. SBA offers a number of programs and
services, including training and educational prograrms,
counseling services, financial programs and contracl
assistance. Ask about

+ Service Corps of Retired Executives (SCORE),
a national organization sponsored by SBA of
over 13,000 volunteer business executives
whao provide free counseling, workshops and
seminars (o prospective and existing small
business people,

¢« Small Business Development Centers (SBDCs),
sponsored by the SBA in partnership with
state and local governments. the educational
communily and the private seciar. They
provide assistance, counseling and training
to prospective and existing business people.

» Smail Business Institutes (SBIs),
organir *d through SB A on more than
500 cu:.cge campuses nationwide. The
institules provide counseling by students
and faculty to small business clients.

For more information about SBA business development
programs and services call the SBA Small Business
Answer Desk at 1-800-U-ASK .SBA (817-5712).

Other U.S. Government Resources

Many publications on business management and other
related topics are availabie from the Government Printing
Office (GPO). GPC bookstores are focated in 24 major
cities and are {isted in the Yellow Pages under the
“bookstore™ heading. You can request a Subject
Bibliggraphy by writing 1o Government Printing Office,
Superintendent of Documents, Washington, DC
20402-9328.

Many federal agencies offer publications of interest 10
small businessas. There is a nomtnal fee for some. but
most are free. Below is a selected list of government
agencies that provide publications and other services
targeled to small businesses. To get their publications,
contact the regional offices listed in the elephons
directory or wrile 1o the addresses below:

Consumer Information Center (CIC}

P.0. Box 100

Puebla, CO 81002

The CIC offers a ¢onsumer information catalog of
federal pubiications.

Consumer Product Safety Commission {CPSC)
Publications Request

Washington, DC 20207

The CPSC offers guidelines for product safety
requirements,

U.S. Department of Agriculture (USDA)

12th Street and Independence Avenue, SW
Washington, DC 20250

The USDA offers publications on selling to the USDA,
Publications and programs on entrepreneurship are also
available through county extension offices nationwide,

U.S. Department of Commerce (DOC)

Office of Business Liaison

14th Street and Constimution Avenue, NW

Room 3893C

Washington, DC 20230

DOC’s Business Assistance Center provides listings of
buginess apportunities available in the federal govemment.
This service also will refer buginesses 1o different
programs and services in the DOC and other federal
agencies,

U.S. Departaent of Health and Human Services {HHS)

Public Health Service

Alcohol, Drug Abuse and Mental Healkth
Admipistration

5600 Fishers Lane

Rockville, MD 20857

Drug Free Workplace Helpline: 1-300-843-4971. Provides

information on Employee Assistance Programs.

Natonal [nstitute for Drug Abuse Hotling:

1-800-662-4357. Provides information on preventing

substance abuse in the workplace.

The National Clearinghouse for Alcohal and Drug

Information: 1-804-729-6686 toll-free, Provides pamphlets

and resource materials on substance abuse,
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L.5. Department of Labor (DOL)
Employment Standards Administration

200 Constitution Aveane, NW

Washington, DC 20210

The DOL offers publications on compliance with
labor laws,

US. Department of Treasury

Internal Revenue Service (IRS)

P.O. Box 15866

Richmond, VA 23260

1-800-424-3676

The IRS offers information on tax requirements for small
businesses.

U.S. Environmental Protection Agency (EPA)

Small Buysiness Ombudsman

401 M Street, SW {(A-149C)

Washington, DC 20460

1-800-368-3888 except DC and VA

703-557-1938 in DC and VA

The EPA offers more than 100 publications designed to
help small businesses understand how they can comply
wilth EPA regularions.

U.S. Food and Drug Admisistration (FDA)

FDA Center for Food Safety and Applied Nutrition
200 Charles Street, SW

Washingion, DC 20402

The FDA offers information on packaging and labeling
requurements for food and food-related products.

For More Information

A librarian can help you locate the specific information

you need in reference books. Most libraries have a variery
of directories, indexes and encyclopedias that cover many
business topics. They also have other resources, such us

¢ Trade association information
Ask the librarian to show you a directory of rade
associations, Associations provide a valuable
network of resources to their members through
publications and services such as newsleiters,
conferences and seminars.

+ Books ’
Many guidebooks, texthbooks and manuals on
small business are published annually. To find Lhe
names of books not in your local library check
Books In Print, a directory of books currently
available from publishers.

+ Magazine and newspaper articles
Business and professional magazines provide
information that is more current than that found in
books and textbooks. There are a number of
indexes to help you find specific articles in
periodicals.

In addition to books and magazines, many libraries ofter
free workshops. lend skifl-building tapes and have
catalogues and brochures deseribing continuing education
opportunities.
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